International 
Marketing Information 
Series 


44 bh 
Se 


Foreign Economic Trends 
and Their Implications 
for the United States 


INDONESIA 


March 1978 


Frequency: Semiannual 
Supersedes: 77-123 


Prepared By 
American Embassy 
Jakarta 


tT OF 
wer Co, My 


wv 
¥ 
Stares of 


Prepared by the U.S. Foreign Service, 
U.S. Department of State, and released by the 


U.S. Department of Commerce 
Industry and Trade Administration 





INDONESTAN KEY ECONOMIC INDICATORS 


Exchange Rate: US$1.00=415 Rupiah 


% 
CHANGE 


Population (millions) 

GNP (at current prices-$millions 

Per Capita GNP (current prices $ - 
Cost of Living Index b/ (1966=100) 146 
Money Supply (million $) 3, 863 27 
Foreign Investment Approvals (million ¢ 2 ; 8 
Gold & Foreign Exchange Reserves (mi ion 4 22¢ é 98 
External Official Debt (disbursed million ¢ O54 C - 
Debt Service (million $) 





Routine Expenditures 
Development Expenditures 
Routine Revenue 


Direct Borrowing 


BALANCE OF PAYMENTS c/ (millions $) 
Balance of Payment: 

Current \ecount 

Exports 

Oi] 

Non- 


Non-Oj 





WD) 1. 3 
29e/ 


7TH2.? 


13e/ 


’ 


1978 
EST. 


2,345 
5,990 
500 
2,700 
11,700 
1,210 


machinery 272; 
ipment - mainly 





March 1977 we call 


ian Central Bureau of 





SUMMARY 


During the past two years the Indonesian Government (GOI) has directed 
its efforts toward rescue of the Indonesian economy from the crisis 
engendered by the near-bankruptcy of the state-owned oil company, 
Pertamina. The success of these efforts has been recognized by the 
international banking community in new loans with significantly more 
favorable terms to Indonesia to replace the loans originally made in 
1975 to assist the GOI in bailing out Pertamina. During the period 
Indonesia's economic growth, about 7% per year, has been led by the 
external sector, and the domestic economy has been rather sluggish. 
In the coming year, Indonesia's export earnings will be less bouyant 
both because oil production may be slightly down and because inter- 
national markets for some key non-oil exports may be weaker than in 
the past year. On the other hand, new, more expansionary credit 
policies may help to reflate the domestic economy and create new 
sales and investment opportunities for businessmen willing to put 
in the time and effort required by this somewhat difficult market. 


CURRENT ECONOMIC SITUATION AND TRENDS 


OUTLOOK: FAIR BUT WITH SOME CLOUDS ON THE HORIZON: 


In what could be viewed as the final chapter to the crisis triggered 
by the 1975 near-bankruptcy of the state-owned oil company, Pertamina, 
the Indonesian Government recently succeeded in restructuring three 
1975 syndicated loans on terms significantly more favorable to 
Indonesia. These three loans, two managed by Morgan Guaranty Trust 
and the other by Bank of Tokyo, will be repaid by Indonesia before 
maturity and simultaneously replaced by smaller borrowings with 
longer maturities and narrower interest spreads. According to Bank 
Indonesia, the new arrangements will reduce Indonesia's projected 
debt service ratio in 1979 from 19.8% to 16.4% and in 1980 from 19.1% 
to 14.8%. 


This restructuring constitutes a vote of approval by the international 
banking community for Indonesia's sound handling of the Pertamina crisis, 
and a recognition of Indonesia's strong balance of payments position. 

At the end of December 1977, Indonesia's foreign exchange reserves 

stood at $2.42 billion, enough to finance nearly four months of imports. 


This positive picture is tempered somewhat by food production problems, 
by fears that prices for Indonesia's major export commodities might 
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not be as "bullish" in 1978 as in 1977, and by concern over a possible 
resurgence of inflationary pressures. Political tension as Indonesia 
moves towards the election of a President by the People's Consultative 
Assembly (MPR) in March 1978 has led some businessmen to view the 
economy with caution, although most observers continue to look toward 
continuity and stability in the government and its policies. 


STRONG BALANCE OF PAYMENTS POSITION: Indonesia in CY 1977 ran an esti- 
mated balance of payments surplus of $1.19 billion, compared with a 
surplus of $736 million in 1976. Record export performances both in the 
oil and non-oil sectors led the way to this performance. In FY 1976-77 
Oil exports rose 20.4% to $6.35 billion, non-oil export earnings in- 
creased 52.9% to $2.86 billion. Oil production was up in 1977 to 608 
million barrels and 524 million barrels were exported (550 million 
barrels production and 480 million barrels exported are the 1976 
figures). Non-oil export revenue increases basically resulted from 
higher international prices with little or no chance in export volumes. 
During FY 1976-77 timber ($885 million), rubber ($557 million), tin 
($181 million), and coffee ($330 million) all enjoyed record-breaking 
export sales. 


It will be difficult to improve on this strong export performance in the 
coming year. The GOI estimates that oil export revenues will increase 
4.6% in FY 1978-79. This increase is because (a) production-sharing 
contracts which are somewhat more advantageous to Indonesia than older 
contracts of work will make up a larger share of total production; 

(b) a larger share of production will be higher grade, higher priced 
crudes; and (c) the revenues from Indonesia's liquid natural gas (LNG) 
projects will increase. These factors will, however, be at least some- 
what offset by the fact that total crude production, reflecting the 
fall-off in exploration in 1975-76, is likely to be down approximately 
3% to 6%. In addition, domestic oil consumption has over the past years 
increased at a rate of 11-13% per year, and this pattern is expected 
to continue into the coming year making less oil available for export. 
If the oil price freeze agreed to by the OPEC nations in Caracas re- 
mains in effect, it will be difficult for Indonesia to meet the modest 
4.6% increase in oil export revenues, and even a decrease is not out 
of the question. 


The picture for non-oil exports is highly problematical, depending as 
it does on world markets, and particularly on the Japanese and U.S. 
markets. There will be increased production of traditional export 
products such as tin and coffee, and new, manufactured exports such as 
urea will become available this year. The GOI predicts an increase of 
8.2% in non-oil exports in FY 1978-79. This is within range, but will 
be contingent, especially with regards to timber, on Japan's ability 
to reflate, and on continued strength in the U.S. economy. 


The medium-term outlook for Indonesia's oil sector is somewhat brighter 
than the picture related above. Although the debate about the full 
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extent of Indonesia's recoverable reserves continues, the dispute with 
the U.S. Internal Revenue Service about the wording of Indonesia's 

oil contracts with American companies appears to be on the verge of 
resolution, and once this problem is out of the way a step-up in oil 
exploration activity here could take place. This increase in explor- 
ation should be reflected in increased production in the early 1980's. 
Another U.S. Government agency, the Department of Energy, provided a 
conditioned boost to the Indonesian oil and gas sector when it approved, 
in principle, the import of Indonesian LNG into the U.S. Some details 
of this important contract remain to be worked out, most notably a 
pricing formula, but if these negotiations succeed it will provide 
Indonesia the opportunity to diversify its LNG market, which until now 
has been limited to Japan. 


CONCERNS ABOUT AGRICULTURF: Employing approximately 63% of the Indonesian 
labor force and contributing about one-third of the Gross Domestic Product, 
agriculture is the key domestic sector in the Indonesian economy. Con- 
siderable concern has focused on this sector as it has become clear that, 
on a milled basis, total rice production will be down from 15.845 million 
MT in 1976 to approximately 15.2 million MT in 1978, necessitating the 
import of 2.5 million Mf of rice, more than one-fourth of the world's 
total volume of internationally traded rice. This setback in rice pro- 
duction is blamed primarily on drought and insect infestation (wereng 
pest) over the past year. 


The poor performance in rice production in 1977-78 caps a series of dis- 
appointing crops over the last few years during which rice yields have 
shown little increase. If one takes a somewhat longer view of rice 
production, the performance looks much better. In 1967 Indonesia's 
rice production stood at 10.4 million MT, thus there has been a 46% in- 
crease in the crop over the past decade. The large imports this year 
stem as much from increased per capita consumption of rice due to 
rising per capita income (rice has an estimated income elasticity of 
between .3 and .6 in Indonesia) as from failures in production. Another 
possible unfortunate side effect of the Indonesian preference for rice, 
and the increase in the per capita consumption of rice, has been a 
decrease in production of important secondary food crops such as corn 
and cassava. This decrease in production is believed to reflect a 
decrease in demand as increasingly affluent Indonesians change their 
diet from corn and cassava to rice. 


Both the Indonesian Government and foreign donors have devoted large 
resources to the agricultural sector, but the problems are not 
susceptible to a quick solution. Better weather and improved water 
management would help the rice situation in the coming year, and 
rice self-sufficiency by 1984 is likely to remain a goal of the 
Indonesian Government, but certainly for the next few years Indonesia 
will continue to be a large importer of foodstuffs. 
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FISCAL AND MONETARY POLICIES: REFLATE CAUTIOUSLY: The Government's 
budget for FY 1978-79 is set at $11.6 billion, an increase of 13.6% 
over the previous year, which means that the budget has grown only 
slightly faster than the annual inflation rate of 11.8%. Although 
the budget is balanced, there is growing recognition of the fact 
that, with 52% of total revenues derived from the oil sector and 18% 
from foreign capital assistance, even a balanced budget is expan- 
sionary. In fact, taxes on international trade, taxes on the oil 
sector, and foreign capital assistance account for more than 76% 
of total Government revenues, highlighting the need to improve the 
mobilization of internal resources. 


The 1978-79 budget is the last in Indonesia's second Five-Year Plan 
cycle. Approximately 51% of expenditures are devoted to development 
activities, with approximately 49% allocated for routine expenditures. 
The largest sectors in the development budget are: agriculture and 
irrigation 16.8%; communications and tourism 15.8%; regional and 
rural development 11%; education and culture 11%; electric power and 
cas 10.8%; and industry and mining 9%. No other sector of the 
development budget accounts for more than 5% of the total develop- 
ment budget. 


The Intergovernmental Group on Indonesia (IGGI), a consortium of 14 
active donor countries and international financial institutions in- 
cluding the World Bank, the Asian Development Bank, the U.S., and 


Japan, has played a key role in providing support for Indonesia's 
development activities, and in helping the Indonesian Government 
determine its developmental priorities. The IGGI has been considered 
an effective tool in coordinating international assistance to 
Indonesia. 


In real terms Indonesia's gross domestic product grew 6.9% in 1976 and, 
although an official estimate for 1977 is not yet available, growth 

in 1977 is believed to have been in the same range. This strong 

growth performance, however, has been largely fueled by the external 
sector, and the domestic economy, in part because of the Government's 
tight credit policies adopted to aid recovery from the Pertamina crisis, 
has been sluggish for several years now. At the end of 1977, President 
Suharto approved significant credit policy changes designed primarily 
to stimulate the economy, encourage investment, and boost exports. The 
policy changes include (a) reductions in both lending and deposit rates; 
(b) establishment of 3-6 month usance credits for certain categories 

of exports and basic raw material imports; and (c) lowering of re- 
serve requirements on demand deposits from 30% to 15%. The Government 
will presumably continue to employ credit ceilings to prevent an in- 
crease in the inflation rate stemming from these sweeping changes. 
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With Indonesia's domestic prices in the past few years rising faster 
than its neighbors', some observers believe that the rupiah, which 

has been pegged at 415 to the dollar since 1971, has tended to be- 

come overvalued and that this is complicating the Government's efforts 
to develop the non-oil sector. However, with reserves at a comfortable 
level, exports bouyant, and export prices relatively high, there are 

no financial pressures to adjust the value of the rupiah at the moment. 


IMPLICATIONS FOR THE UNITED STATES 


TWO-WAY TRADE AT ALL-TIME HIGH, BUT U.S. EXPORTS DOWN: U.S. imports 
from Indonesia reached $3.5 billion in 1977, a record total and some 
16% above the previous year. Petroleum imports have increased to about 
$2.7 billion from $2.53 billion in 1976 and represent 79% of total 

1977 imports from Indonesia. Indonesia is one of the three most 
important suppliers of petroleum to the United States. Rubber, 

coffee, spices and tin, follow in that order, as major U.S. imports 

and all increased very substantially in value over the previous year. 


U.S. exports to Indonesia, on the other hand, are estimated to have de- 
clined sharply from the record level of 1976, according to Department 
of Commerce figures. U.S. exports reached $763 million in 1977, down 
26% from $1.036 billion in the previous year. Our main exports to 
Indonesia were heavy capital equipment of all kinds including machinery 
for power generation, construction and mining, heating and cooling 

and electric power, transportation equipment, rice and wheat, other 
manufactured goods, chemicals, and raw cotton. 


Although the strong growth in American exports to Indonesia over the 
past several years was checked in 1977, the Embassy forecasts a recovery 
of momentum in the next two years as a number of the causes for the 
decline have been corrected. For example, the highly important oil 
sector has begun to increase drilling expenditures; Indonesian major 
projects now at the tendering stage have a cumulative value which 
should exceed $2 billion. Moreover, the U.S. Export-Import Bank has 
recently taken a number of steps to offset the erosion of its competi- 
tiveness aS a government export financing agency. Also, the decline 
in the value of the dollar vis-a-vis certain other currencies, and 
Indonesia's new credit policies referred to above, should all contri- 
bute to better sales for U.S. firms active in Indonesia. 


Product categories which have the highest potential for increased U.S. 
export sales are: agricultural and food processing equipment; wood 
processing equipment; construction, mining and materials handling 
equipment; and electric power generating equipment ranging all the way 
from turnkey generating plants through diesel generator sets and including 





transformers, switchgear, meters, and transmission systems. There 
is an increasingly important market in machine tools and equip- 
ment for metal products production. 


MAJOR PROJECTS ARE IMPORTANT: While major project activity is cur- 
rently quiet, a number of very large turnkey projects are at or 
close to the tendering stage. As American engineering and construc- 
tion technology are highly respected and have a good record in 
Indonesia, United States firms have excellent opportunities on most 
projects. New projects include the Bintan alumina plant (a $400 
million project), the South Sumatra coal mining and transportation 
project ($300 million), the second phase development of P.T. Arun 
natural gas liquefaction plant ($750 million), an expansion of 

P.T. Badak LNG plant ($400 million), the East Kalimantan fertilizer 
plant ($150 million), and two refineries expansions at Dumai, 
Sumatra and Balikpapan, Kalimantan ($750 million). 


The World Bank and Asian Development Bank (ADB) have heavy project 
activity in Indonesia. During current Indonesian fiscal year 
1977-78 (April 1 - March 31), over $700 million has been pledged 
from those two international development banks; 1978-79 should 

see a level at least equal to the previous year's level. World 
Bank and ADB projects that may go to tender within the next twelve 
months include water supply and irrigation (eight loans), mining 
(two), electric power (two), highway (two), railroad (one), and 
port expansion (three). More information on these projects is 
available from the Economic/Commercial Section of the American 
Embassy in Jakarta. 


In January 1978 the Embassy updated its comprehensive major projects 
list, which shows $20 billion of potential undertakings. The list, 
in addition to describing the project by name and estimated cost, 
also identifies the funding source, projected agreement/contract 
date, status, and the name and address for key contacts. Interested 
firms may obtain it by requesting report DIB 78-03-025 from the 
National Technical Information Service, Department of Conmerce, 

P. O. Box 1553, Springfield, Va., 22151. The cost is $4.00. Also, 
detailed information on market prospects and selling in Indonesia 

is available in two Department of Commerce publications: Indonesia 


A Survey of U.S. Business Opportunities and Marketing in Indonesia. 


FOREIGN INVESTMENT OFFICIALLY WELCOMED BUT STILL LOW: The GOI 
welcomes foreign investment, particularly in those areas where 
capital, technical expertise, and advanced management skills are 
not domestically available. Foreign companies normally operate 
through joint ventures, with Indonesian partners. The Government 





stipulates that the majority equity holdina in the enterprise must 
be transferred to the Indonesian partner within ten years. The 
Government guarantees the investor's right to repatriate capital 
and, in some instances, tax and other incentives are provided. 


Foreign investment has played an important role in the development 
of the Indonesian economy in the past ten years. However, in the 
past three years foreign investment has fallen off. In 1976 it 
reached its lowest level in ten years when approvals for new in- 
vestments fell to $234 million compared to $1,255 million in 1975. 
In 1977 new foreign investment registered another serious decline 
and should reach around $200 million. One U.S. private invest- 
ment was approved in 1977, a $15 million cotton plantation. This 
was only the second new American investment in nearly two years. 
Offsetting the small new investment ficures is a trend towards 
adding capital to existing arrangements. The significance is 
that while new investors continue to be cautious about Indonesia, 
many of those already here apparently are sufficiently optimistic 
to undertake sizeable new conmitments. 


Investment has declined for a variety of reasons, including the 
preemption of the best opportunities and saturation in some 
fields, such as textiles. In addition, potential investors 
face major uncertainties regarding the government's intentions with 
respect to "Indonesianization" of management and ownership of 
joint ventures. There has also been uneasiness about the GOI's 
respect for the "sanctity of contracts" following the forced re- 
negotiation of oil company contracts in 1976 and several other 
reported instances where the government appears to have revised 
the operating environment in its favor after an investment has 
taken place. 


The GOI is acutely aware of the need to improve the investment 
climate. The second Five-Year Plan envisions an average invest- 
ment of $600 million annually and the inability in recent years 
to reach this target has now prompted government action designed 
to stimulate investment. 


Two decrees signed by President Suharto at the beginning of October 
1977 give far greater authority to the Capital Investment Coor- 
dinating Board (BKPM) which must approve all investments. The 
restructuring of BKPM, which involves the delegation of power from 
ten ministries, is designed to relieve the processing time for 
investment applications from at least one year in the recent past 
to about three months in the future. Under the terms of the second 
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decree, all licenses, permits and financial incentives will be the 
responsibility of the Board. Fxcluded from the provisions are 
petroleum, mining, and forestry; BKPM has been given wider respon- 
sibilities in these areas for processing after the initial contract 
or forestry agreement has been issued by the appropriate ministries. 


It remains to be seen how effective the new system is but it seems 
to have improved the bureaucratic machinery which in the past has 
deterred or obstructed would-be investors. Meanwhile there are a 
number of potential foreign investors standing in the wings and 
watching further developments here with hopeful expectations. But 
vith foreign investment plans of U.S. companies scaled well hack 
on a global basis, those companies are being very selective about 
where they will invest. This factor is probably as important 

as any developments in Indonesia in determining the future pace 
of U.S. investment here. 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscription, $37.50. Foreign mailing, $9.40 
additional. Single copies, 50 cents, available from Publications Sales Branch, Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 
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